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OP1 NI ON

Thi s appeal is made pursuant to Section 25667 of the
Revenue and Taxation Code from the action of the Franchise Tax
Board on the protests of Certified Gocers of California, Ltd.,
agal nst proposed assessnents of additional franchise tax in the
‘ anmount s of $10,673.76, $13,356.96, $141,919.94, $157,267.63 and
$160,868.96 for the inconme years ending Cctober 31, 1553, 1954,
1955, 1956 and 1957, respectively.

Appel l'ant is a cooperative corporation organized in 1925
uncer the provisions of the Corporations Code. t is a whole-
sale grocer, selling only to its menbers, sonme 1,000 or nore
retai| grocers. Appellant's articles of incorporation state
that it was organized for "the purpose of, and to facilitate,
col l ective buyi n%, in quantities of goods, wares, and
mer chandi se at the |owest possible price wth the intent and
power to resell the same to its 'stockholders, nenbers and to

ot her persons...."™ In addition to its wholesale activity,
,prpell lant operates a coffee roasting plant and a bean packaging
acility.

Appel lant is wholly owned by its member-patrons, each of
whom hol ds ten shares of $20 par val ue conmon stock. (A small
amount of preferred stock held by ten nenbers was retired in
1856.) Menbers are entitled to one vote per ‘share of conmmon
stock and they control Appellant's business through an elected
board of directors.

The-privileges of menbership are conditioned not only
upon the purchase of ten shares of common stock but al so upon
. a cash deposit with Appellant of an amount equal to the menber's
average two weeks' purchases. These anmounts, terned "required
deposits™" serve a two-fold purpose. They provide working
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capital necessary for the acquisition of a |arge nerchandise
inventory, and they provide security for each nmenber's purchases.
If a menber is unable to nake the required cash deposit, his
atronage dividends are retained until the necessary credit
bal ance has been achieved. Any excess over the required anount
Is payable to the menber on denand and the entire deposit is
repayabl e upon termnation of menbership. Menbers may voluntarily
deposit nore than is required; these anounts, ternmed "excess
deposits", are unconditionally payable on demand. Pursuant to a
resol ution adopted in 1948 by Appellant's Board of Directors,
menbers received 3 percent interest on their required deposits
during the years under review, those who made excess deposits
received 5 percent interest until 1957 when the rate was increased
to 6 percent. Members' required deposits averaged nearly
$9,000,000 during the years under review while the capita
ggggﬁﬂ&f showed capital stock of 242,000 and earned surplus of

~ Appel lant buys products and conmmodities in large quantities,
storing themin its own warehouses until they are sold to its
retail grocer-menbers. At the tine of sale, Appellant charges the
Brevalllng market price for its goods. Twice each year the anpunt
y which sales exceed Appellant's cost of goods sold, operating
expenses and normal reserves, is conputed and distributed to
menbers according to their patronage. These "patronage dividends"
are made under the mandatory provisSions of Article VI of Appel-
lant's byl aws which state:

All earnings of the corporation, except such amounts

as nmay be required for reserves for normal business

requi renents, as dictated by good accounting practice

and for the payment of'dividends on preferred stock,

shall be distributed uniformy to the sharehol ders of the
associ ation based in anount upon the volune of business
transacted with the corporation by such sharehol ders.

During the years on appeal nenbers were paid no distribution:
on the basis of their capital stock investnent. On the theory
that patronage dividends are nerely price adjustments, Appellant
has al ways excluded them fromits gross income. Also, it deducted
the anmounts paid to members on their deposits as interest expense.
The Franchise Tax Board determned that after 1954 Appellant coul d
not exclude patronage dividends from taxable incone nor was it
ever entitled to deduct anounts paid to menbers on their deposits.

Pat ronage D vi dends

~Appel I ant contends that under a well established rule of
w, it need not include in its taxable income amunts paid to
stnFnbers as patronage dividends. Al though there is no federal
atute

a
it
t whi ch expressly permts the exclusion of patronage
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di vidends from gross income, apractice of aIIOMAn? such excl u-
sions, under certain conditions, has long been folTowed by the
Treasury Departnent. (T.D. 2737, June, 1918; I. T. 1499, '|-2 Cum
Bul . 189 91922); . T. 3208, 1938-.2 Cum Bull. 127; Rev. Rul.
5535?, 1947-1 Cum Bull. 24; Rev. Rul. 61-47, 1961-1 Cum Bull

Under long established Bureau practice, anounts Payable
to patrons of cooperative corporations as so-called
Patronage di vi dends have been consistently excluded
romthe gross income of such corporations. The
practice is based on the theory that such anmounts
In reality represent a reduction in cost to the
patron of goods purchased by him through the cor-
poration.... As such amounts are not includible
In gross income of the corporation, they are
obviously not deductible by it, though, where they
have been erronously [sic] included in gross
income in the first instance, the correcting adjust-
ment is sometimes |oosely termed a deduction.
(I. T. 3208, supra.)

As recently as 1961, the Internal Revenue Service stated: "Thus,
the true patronage dividend is treated as a corrective and de-
ferred price adjustment, which serves to reduce the anpunt of
the cooperative association's gross profit from sales." (Rev.
Rul . 61-47, supra.)

_ The practice of excluding patronage dividends for federa

I ncome tax purposes has sometimes been referred to as a matter

of "admi nistrative grace" Or "administrative |iberali tg/. " As
noted in Farners Cooperative Co. v. Birmngham 86 F. UPp: 201
213, '"use Of such termnol ogy nekes for confusion, for it is ob-
Vi 0US that no official of the Governnent is vested with the
‘grace’ or 'liberality'to exclude froma taxpayer's incone that
which is legally taxable to him under the federal incone tax
statutes.” The Proprlet of this practice has been recognized
and approved by the courts on numerous occasions. (Farners
Cooperative Co. v. Commissioner, 288 F. 2d 315, 317; Producers
Gn _Assoc., AAL., 33 I.C_&0RAL2, Colony Farms Cod TV

Dai 1 Inc., 1/ T.C 688, 692; Anamosa Farners O eanery 8., 13
B.T.A 907, 908.) In Uniform Printing &Supply Co.v.Commis-
sioner, 88 F. 2d 75, a corporation which returned alt of 1ts
excess earnings to its stockhol der-custonmers in proportion to the
business they did with it was held not taxable on the anmounts so
returned. on the %rmum,that they were refunds, not dividends. The
court, at page 76, stated:

Had the taxpayer given a customer (whether stock--,
hol der or outsider) a discount pronPtly after
filling the order, no one would call it a dividend.
If a rebate were given pronptly upon the customer's
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busi ness reaching a certain volume, the same conclusion
as to its character would follow. To nake cost esti-
mates and adjust them at or near the end of each year
returning the excess paynent to the customer should
not change the reasoning which leads to this conclusion.
Nor should the fact that the customer is a stockhol der
materially affect the result.

The allocation of earnings by a cooperative to its patrons
cannot qualify as a true patronage dividend unless three conditions
are met: (1) the allocation is made pursuant to a legal obliga-.
tion which existed at the time the participating patrons did Dbusi-
ness With the cooperative, (2) the all ocation is made from profits
realized on the business done with the particular patrons for
whose benefit the allocation was made, and (3) the allocation is
made ratablg, accor di ng to_thecgatronage.of_each participating
patron. (Farnmers Cooperative Co. v, Comm ssioner, supra, Pomero
Cooperative Gain Co., 3L I.C. ©o/74.) It 1S undisputed that“’t‘ﬁ@‘}i
patronage refunds in question here fully conply wth the above
requirements and qualify as true patronage dividends within the
meani ng of the federal exclusionary rule.

~ Wile recognizing that the federal rule excluding patronage
di vidends from gross income is well established, the Franchise Tax
Board contends that this rule is not the law of California

At the time the California Bank and Corporation Franchise
Tax Act was originally enacted in 1929, the Federal Revenue Act
of 1¢28, section 103(12), provided that farmers, fruit growers,
and |ike associations, operated on a cooperative basis, were
entirely exenpt fromincome tax if certain specified requirenments
were net, In making a simlar provision, the California Legis-
lature did not give a blanket exenption but rather permtted
farmers, fruit growers, or |ike associations and other association5
operated on a cooperative basis, a deduction for all income from
"business activities for or with their nenbers, or wth nonmenbers,
done on a nonprofit basis." gBank and Corp. Franchise Tax Act,
Section 8(k) and (1), Stats. 1929, p. 23.)

Cting Security-First Kational Bank v. Franchise Tax Board,
55 Cal . 2d 407, Tor the proposition that the California Suprene
Court has ruled that patronage divdends are deductions rather than
exclusions from gross income,.Respondent argues that by permtting
cooperatives a deduction for all income arising from business for
or Wwth nenbers, etc., the Legislature nust have intended not to
al  ow cooperatives any deductions wthout specific statutory
authority. It urges that the Legislature obviously rejected the
federal "schene of 1aX|n? cooperatives and that patronage dividends
can only be deductions trom gross inconme under the specific pro-
visions of the Bank and Corporation Tax Law.
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~ Respondent contends that prior to 1955 the section per-
mtting cooperatives a deduction for income from business done
for or with nmenbers, etc., (now Section 24405 of the Revenue and
Taxation Code) was, in fact, the specific provision which author-
I zed the deduction of patronage dividends. It concludes that the
Legi sl ature intended to deprive Appellant of its right to deduct
patronage dividends when, in 19551t anended Section.24405 so as
to deny the benefits provided therein to "cooperative or mutual
associ ations whose income is principally derived fromthe sale
... of tangible personal property other than agricul tural
products." ~ (Stats. 195é, p. 2232.) This conclusion is based
upon the Franchise Tax Board's determnation that the goods Appel -
Iaq} fusgonarlly sells cannot be classed as "agricultural
products.’

W are of the opinion that the Franchise Tax Board is in
error in its interpretation of the law of this State. In enacting
t he Bank and Corporation Franchise Tax Act of 1929 ,the Legis-
|ature defined gross incone in substantially the sane terns as
found in the Federal Revenue Act of 1928, (See Section 22Fa),
Revenue Act of 1928; ¢alif. Stats. 1929, p. 20.) It is well
settled that where legislation is framed in the |[anguage of an
earlier enactment on the same or anal ogous subject, which has been
LudyC|aIIy construed, there is a strong presunption thatthe

egislature intended to adopt the construction as well as the

| anguage of the prior enactment. (Union G| Associates v. Johnson,
2 Cal. 2d 727, 734.) Comparing the Caltfornra and Tederal _
definitions of gross incone, this rule of construction was applied
in lnnes v. McColgan, 47 Cal. App. 2d 781, 784, wherein the court
sal 0 "™we may presune that the California | aw was adopted with
the definition in mnd that the federal courts had placed on gross
income."

The first Bureau of Intern&d Revenue ruIin% excl udi ng
patronage dividends fromtax was issued in June of 1918, {T. D.
2737.) By the time the Bank and Corporation Franchise Tax Act was
enacted in 1929, this administrative practice had been-'recognized
by the federal courts. (Ananpsa Farmers Creanery Co., 13 B.T.A.
907 (Oct, 16, 1928).) Thus, unless a contrary expression of the
Legi slature can be shown ‘'we nust Presume that California intended
to-adopt the federal practice with regard to patronage dividends.

VW cannot agree with the Franchise Tax Board' s contention
that subdivisions (k) and (1), Section 8 of the 1929 act were
clearly intended to enconpass the patronage dividend problem The
simlarity of the |anguage found inthose provisions as compared to
the federal provision exenpting certain cooperatives from income
tax indicates that subdivisions (k) and (1) of Section & were
intended as the California equivalent of the cooperative exenption,
except that income from business done on a profit basis with non-
nmenbers was to be taxed. (See Section 103(12), Revenue Act of
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1928.) This view is confirned by the published comments of
authors who assisted in draftln% these neasures. (McLaren and
Butler, California Tax Laws of 1929, pp. 114-115.)

The question of the so-called "cooperative exenption" from
federal incone tax should not be confused with the question of
the exclusion from a cooperative's gross incone of "patronage
dividends." (Farners Cooperative Co. v. Birm ngham 86 F. Supp.
201, 206.) The Tormer 1s an exanple of specific Tegislative
grace conpletely sheltering certain associations fromtax while
the latter is the result of the application of well settled

rinciples of law without any specific statutory authorization
ile California chose not to QonpleteIK exenpt cooperatives from
tax but rather allowed a deduction which, in effect, taxes al
rofits from business done with nonnenbers, there is no |ogica
asis for equating such a deduction with the practice of excludin
patronege dividends. Subdivisions (k) and (1? of Section 8 perm
the deduction of all _incone from business done with menbers and
from busi ness done with nonmenbers on a nonprofit basis. Anmounts
paid as patronage dividends may be, and often are, something |ess
than all incone from menber business, to say nothing of business
W th nonmenbers on a nonprofit basis. Patronage dividends may
amount to only a fractional part of the deductible income; thus,
while such a deduction may include amunts which also mght be
excl udabl e as patronage dividends, thereis no necessary relation
between the two. W are of the opinion that the adoption of
subdi visions (k) and (1) of Section 8 cannot be construed as an
expression of intent to deny cooperatives the benefit of the
patronege dividend exclusionary rule. It follows, therefore,
that subsequent anmendnments whi'ch nerely [imt the benefits
granted under those provisions cannot affect the application of
the patronage dividend principle.

. The citation by Respondent of the California Supreme Court
decision in Security,-First National Bank v. Franchise Tax Board,
55 Cal. 2d 407, 1s, 1n Tight of the above discussion, Inapposite.
The court there dealt with the problem of the application of
California's franchise tax to national banks. Wile its dis-
cussion did touch upon the tax treatment of cooperatives and the
deduction permtted under Section 8, these comments have no
relevance t0 the problem at hand unless it is assunmed that in
referring to said deduction the court intended to also refer to
pat ronage divi dends as oneand the same thing. There is no basis
In the opinion for such an assunption.

| nt erest Deductions

_ The Franchise Tax Board disallowed the deduction of anounts
paid to Appellant's menbers on their required and excess deposits
on the ground that such amounts were dividends rather than
Interest. W need not decide this issue in regard to the incone
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years endi ng October 31,1953 and 1954. Respondent's argunents in
connection wth patronage dividends nake clear that until the 1955
amendment of Revenue and Taxation Code Section 24405 (fornerl
Section 8 (1) of the Act) Appellant was entitled to deduct al
Incone arising from business done with its menbers. Since all of
Appel | ant's income arose from business with its nenbers and,
accordingly, was not subject to tax, the allowance or disallowance
of |nterﬁst deductions for years prior to the anendnment is

i mmaterial.

The Franchise Tax Board contends that the advances made b
Appel lant's menbers in the form of required deposits were capita
contributions placed at the risks of the venture and did not
create bona fide indebtedness. Respondent's arguments revolve
around two central points: the fact that required deposits, a
condition of nenbership, were needed to finance Appellant's
Inventory and the fact that such deposits, which averaged nearly
$9,000,000 for the years under review, greatly exceeded the
capital accounts. [t is urged that this latter circunstance
denmonstrates how "inadequately" Appellant was capitalized and is
sufficient, alone, to support” Respondent's determ nation

The "essential difference between a creditor and a stock-
holder is that the latter intends to nmake an investnent and take
the risks of the venture, while the former seeks a definite
obligation, payable in any event." (Conmissioner v. Meridian &
Thirteenth Realty Co., 132 F,2d 187 JJZRT VWether certain
Transactions create debt or stock interests is a question of fact
and each case nust be adgud|cated upon its own peculiar circum
stances. \Wile the courts have considered a nunmber of factors
in making their determnations, it is clear that no single test
can be considered controlling or that even a rough rule of thunb
may be confidently applied. -'(WIbur Securitv Co. v. Conmi ssioner,
279 F.2d 657, 662; [Gokevti&gd Tnl.C. 829 835, aff'd,
290 F.2d 870; Gooding N%I—“serrernf Co. v. 236 F.2d 159,
165, cert. denied, 352 U.S. 1031, Leach Conm ssioner, Corp., 30 T.C. 563, 578

| . Morgan, Inc., 30 T.C. 881, 491.)

While in the past we have held that where a corporation is
"thinly capitalized" the inference arises that part of the osten-
sible loans made by stockholders are in fact capital investnents,
we recogni ze that such a circunstance . standing alone - is not
sufficient to automatically classify a debt as a sham  (Appeals
of Aﬁate Construction Co., et al., Cal. St. Bd. of Equal.,

rch 7, 1861, 3 CCH Cal. Tax Cas. Par. 201-696, 2 P-H State &
Local Tax Serv. Cal. Par. 13244; Leach Corp., .sppra;, J. |. Mboragan,
Inc., supra. ) Considering all of tThe circumstances of this case,
it is our opinion that any adverse inference arising from an
adm ttedly high "debt-equity” ratio is dispelled by a preponder-
ance of factors in Appef}ant's favor.
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W are inpressed by the fact that required deposits |ack
the permanence generally associated with capital contributions.
It appears that not onIK could nmenbers withdraw from Appel | ant at
any tinme, taking back their entire deposits, but also nenbers
whose awerage two-week requirenents may have dimnished after the
initial deposit was made could receive back the excess of such
amount on demand without conplete wthdrawal from the association
Appel  ant states that it has, in fact, continually repaid deposits
to menbers who have chosen to shift their patronage to some ot her
conpeting cooperative. Itis of course elenentary that a right to
the return of one's contribution has never been an attribute of
stock ownership, except where the corporation is |iquidated.

Furthermore, while each nenber has an equal voice in the
management of Appellant's business, the size of the deposits re-
quired of each nmenber vary as greatly as the needs of the smallest
to the largest menber. No reasonable businessman places |arge
suns of money at the risk of an enterprise in which he has no nore
control than the smallest contributor.

_ It is inmportant to note, also, that we are not dealing here
with a closely held corporation in which the formof the relation-
ships coul d easily be nolded to create any desired facade. The
1,000 or more menbers of Appellant are engaged in a highly com
petitive activity and Appellant, itself, is conpeting for new
menbers with other cooperative wholesalers. There is, therefore
no support for an assertion that Appellant's business with its
nmenbers was ever conducted on anythln? other than an arms-length
basis or that such nenbers never really intended to enforce the
rights they mght have against Appellant.

The Franchise Tax Board alleges that required deposits

must be considered capital contributions because they were used

to performa function usually performed by equity capital. The
“funds were used for the purchase of inventory, a current asset.

In view of the fact that current assets are commonly financed by

current debt, we find this argunent unpersuasive. Furthernore-,

the use of the deposits as security is not characteristic of stock

I nvestnments and establishes a sound business purpose for treating

the deposits as debts.

_ W conclude that Appellant's required deposit arrangenent
did create bona fide indebtedness.

~ Much of what we have said with respect to the required
deposits applies with equal or greater force to the excess de-
osits. These funds, which were deposited on a purely voluntary
basis, were unconditionally payable on demand. There’is no
indication that repayment was ever refused. |n view of our hold-
ing in regard to required deposits, further discussion is un-
necessary to support our conclusion that the excess deposits also
created debtor-creditor relationships.
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ORDER

Pursuant to the views expressed in the Opinion of the
?ﬁardf on file in this proceeding, and good cause appearing
erefor,

- I T IS HEREBY ORDERED, ADJUDGED AND DECREED, pursuant to
Section 25667 of the Revenue and Taxation Code, that the action
of the Franchise Tax Board on the protests of Certified Gocers
of California, Ltd., against proposed assessnents of additional
franchise tax in the anounts of $10,673,76, $13,356.96,
$141,919.94, $157,267.63 and $160,868.94,F,0r the incone years
endi ng Cct ober 31, 1953, 1954, 1955, "1656 and 1957, respectively,
be and the sane is hereby reversed.

Done at Sacramento, California, this 20th day of Septenber,
1962, by the State Board of Equalization.

Geo. R Reilly , Chai rman
John W _Lynch , Member
Paul R Leake , Menber
Ri chard Nevins , Menmber

, Menber

ATTEST: Dixwell L. Pierce , Secretary
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